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Example. Loss offsetting built-in gain in a 
prior group. (i) P buys all the stock of T for 
$50 in Year 1, and T becomes a member of the 
P group. T has 2 assets. Asset 1 has a basis 
of $50 and a value of $0, and asset 2 has a 
basis of $0 and a value of $50. T sells asset 2 
during Year 3 for $50 and recognizes a $50 
gain. Under the investment adjustment sys-
tem, P’s basis in the T stock increased to 
$100 as a result of the recognition of gain. In 
Year 5, all of the stock of P is acquired by 
the P1 group, and the former members of the 
P group become members of the P1 group. T 
then sells asset 1 for $0, and recognizes a $50 
loss. Under the investment adjustment sys-
tem, P’s basis in the T stock decreases to $50 
as a result of the loss. T’s assets decline in 
value from $50 to $40. P then sells all the 
stock of T for $40 and recognizes a $10 loss. 

(ii) P’s basis in the T stock reflects both 
T’s unrecognized gain and unrecognized loss 
with respect to its assets. The gain T recog-
nizes on the disposition of asset 2 is built-in 
gain with respect to both the P and P1 
groups for purposes of paragraph (c)(2) of this 
section. In addition, the loss T recognizes on 
the disposition of asset 1 is built-in loss with 
respect to the P and P1 groups for purposes 
of paragraph (c)(2) of this section. T’s rec-
ognition of the built-in loss while a member 
of the P1 group offsets the effect on T’s stock 
basis of T’s recognition of the built-in gain 
while a member of the P group. Thus, P’s $10 
loss on the sale of the T stock is not attrib-
utable to the recognition of built-in gain, 
and the loss is therefore not disallowed 
under paragraph (c)(2) of this section. 

(iii) The result would be the same if, in-
stead of having a $50 built-in loss in asset 1 
when it becomes a member of the P group, T 
has a $50 net operating loss carryover and 
the carryover is used by the P group. 

(d) Successors. For purposes of this 
section, the rules and examples of 
§ 1.1502–20(d) apply, with appropriate 
adjustments to reflect differences be-
tween the approach of this section and 
that of § 1.1502–20. 

(e) Anti-avoidance rules. For purposes 
of this section, the rules and examples 
of § 1.1502–20(e) apply, with appropriate 
adjustments to reflect differences be-
tween the approach of this section and 
that of § 1.1502–20. 

(f) Investment adjustments. For pur-
poses of this section, the rules and ex-
amples of § 1.1502–20(f) apply, with ap-
propriate adjustments to reflect dif-
ferences between the approach of this 
section and that of § 1.1502–20. 

(g) Effective dates. This section ap-
plies with respect to dispositions and 
deconsolidations on or after March 3, 

2005. In addition, this section applies to 
dispositions and deconsolidations for 
which an election is made under 
§ 1.1502–20(i)(2) to determine allowable 
loss under this section. If loss is recog-
nized because stock of a subsidiary be-
came worthless, the disposition with 
respect to the stock is treated as oc-
curring on the date the stock became 
worthless. For dispositions and 
deconsolidations after March 6, 2002 
and before March 3, 2005, see § 1.337(d)– 
2T as contained in the 26 CFR part 1 in 
effect on March 2, 2005. 

[70 FR 10322, Mar. 3, 2005, as amended by T.D. 
9424, 73 FR 53947, Sept. 17, 2008] 

§ 1.337(d)–4 Taxable to tax-exempt. 

(a) Gain or loss recognition—(1) General 
rule. Except as provided in paragraph 
(b) of this section, if a taxable corpora-
tion transfers all or substantially all of 
its assets to one or more tax-exempt 
entities, the taxable corporation must 
recognize gain or loss immediately be-
fore the transfer as if the assets trans-
ferred were sold at their fair market 
values. But see section 267 and para-
graph (d) of this section concerning 
limitations on the recognition of loss. 

(2) Change in corporation’s tax status 
treated as asset transfer. Except as pro-
vided in paragraphs (a)(3) and (b) of 
this section, a taxable corporation’s 
change in status to a tax-exempt enti-
ty will be treated as if it transferred all 
of its assets to a tax-exempt entity im-
mediately before the change in status 
becomes effective in a transaction to 
which paragraph (a)(1) of this section 
applies. For example, if a State, a po-
litical subdivision thereof, or an entity 
any portion of whose income is ex-
cluded from gross income under section 
115, acquires the stock of a taxable cor-
poration and thereafter any of the tax-
able corporation’s income is excluded 
from gross income under section 115, 
the taxable corporation will be treated 
as if it transferred all of its assets to a 
tax-exempt entity immediately before 
the stock acquisition. 

(3) Exceptions for certain changes in 
status—(i) To whom available. Paragraph 
(a)(2) of this section does not apply to 
the following corporations— 
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(A) A corporation previously tax-ex-
empt under section 501(a) which re-
gains its tax-exempt status under sec-
tion 501(a) within three years from the 
later of a final adverse adjudication on 
the corporation’s tax exempt status, or 
the filing by the corporation, or by the 
Secretary or his delegate under section 
6020(b), of a federal income tax return 
of the type filed by a taxable corpora-
tion; 

(B) A corporation previously tax-ex-
empt under section 501(a) or that ap-
plied for but did not receive recogni-
tion of exemption under section 501(a) 
before January 15, 1997, if such corpora-
tion is tax-exempt under section 501(a) 
within three years from January 28, 
1999; 

(C) A newly formed corporation that 
is tax-exempt under section 501(a) 
(other than an organization described 
in section 501(c)(7)) within three tax-
able years from the end of the taxable 
year in which it was formed; 

(D) A newly formed corporation that 
is tax-exempt under section 501(a) as an 
organization described in section 
501(c)(7) within seven taxable years 
from the end of the taxable year in 
which it was formed; 

(E) A corporation previously tax-ex-
empt under section 501(a) as an organi-
zation described in section 501(c)(12), 
which, in a given taxable year or years 
prior to again becoming tax-exempt, is 
a taxable corporation solely because 
less than 85 percent of its income con-
sists of amounts collected from mem-
bers for the sole purpose of meeting 
losses and expenses; if, in a taxable 
year, such a corporation would be a 
taxable corporation even if 85 percent 
or more of its income consists of 
amounts collected from members for 
the sole purpose of meeting losses and 
expenses (a non-85 percent violation), 
paragraph (a)(3)(i)(A) of this section 
shall apply as if the corporation be-
came a taxable corporation in its first 
taxable year that a non-85 percent vio-
lation occurred; or 

(F) A corporation previously taxable 
that becomes tax-exempt under section 
501(a) as an organization described in 
section 501(c)(15) if during each taxable 
year in which it is described in section 
501(c)(15) the organization is the sub-
ject of a court supervised rehabilita-

tion, conservatorship, liquidation, or 
similar state proceeding; if such a cor-
poration continues to be described in 
section 501(c)(15) in a taxable year 
when it is no longer the subject of a 
court supervised rehabilitation, con-
servatorship, liquidation, or similar 
state proceeding, paragraph (a)(2) of 
this section shall apply as if the cor-
poration first became tax-exempt for 
such taxable year. 

(ii) Application for recognition. An or-
ganization is deemed to have or regain 
tax-exempt status within one of the pe-
riods described in paragraph 
(a)(3)(i)(A), (B), (C), or (D) of this sec-
tion if it files an application for rec-
ognition of exemption with the Com-
missioner within the applicable period 
and the application either results in a 
determination by the Commissioner or 
a final adjudication that the organiza-
tion is tax-exempt under section 501(a) 
during any part of the applicable pe-
riod. The preceding sentence does not 
require the filing of an application for 
recognition of exemption by any orga-
nization not otherwise required, such 
as by § 1.501(a)-1, § 1.505(c)-1T, and 
§ 1.508–1(a), to apply for recognition of 
exemption. 

(iii) Anti-abuse rule. This paragraph 
(a)(3) does not apply to a corporation 
that, with a principal purpose of avoid-
ing the application of paragraph (a)(1) 
or (a)(2) of this section, acquires all or 
substantially all of the assets of an-
other taxable corporation and then 
changes its status to that of a tax-ex-
empt entity. 

(4) Related transactions. This section 
applies to any series of related trans-
actions having an effect similar to any 
of the transactions to which this sec-
tion applies. 

(b) Exceptions. Paragraph (a) of this 
section does not apply to— 

(1) Any assets transferred to a tax-ex-
empt entity to the extent that the as-
sets are used in an activity the income 
from which is subject to tax under sec-
tion 511(a) (referred to hereinafter as a 
‘‘section 511(a) activity’’). However, if 
assets used to any extent in a section 
511(a) activity are disposed of by the 
tax-exempt entity, then, notwith-
standing any other provision of law 
(except section 1031 or section 1033), 
any gain (not in excess of the amount 
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not recognized by reason of the pre-
ceding sentence) shall be included in 
the tax-exempt entity’s unrelated busi-
ness taxable income. To the extent 
that the tax-exempt entity ceases to 
use the assets in a section 511(a) activ-
ity, the entity will be treated for pur-
poses of this paragraph (b)(1) as having 
disposed of the assets on the date of 
the cessation for their fair market 
value. For purposes of paragraph (a)(1) 
of this section and this paragraph 
(b)(1)— 

(i) If during the first taxable year fol-
lowing the transfer of an asset or the 
corporation’s change to tax-exempt 
status the asset will be used by the 
tax-exempt entity partly or wholly in a 
section 511(a) activity, the taxable cor-
poration will recognize an amount of 
gain or loss that bears the same ratio 
to the asset’s built-in gain or loss as 
100 percent reduced by the percentage 
of use for such taxable year in the sec-
tion 511(a) activity bears to 100 per-
cent. For purposes of determining the 
gain or loss, if any, to be recognized, 
the taxable corporation may rely on a 
written representation from the tax-ex-
empt entity estimating the percentage 
of the asset’s anticipated use in a sec-
tion 511(a) activity for such taxable 
year, using a reasonable method of al-
location, unless the taxable corpora-
tion has reason to believe that the tax- 
exempt entity’s representation is not 
made in good faith; 

(ii) If for any taxable year the per-
centage of an asset’s use in a section 
511(a) activity decreases from the esti-
mate used in computing gain or loss 
recognized under paragraph (b)(1)(i) of 
this section, adjusted for any decreases 
taken into account under this para-
graph (b)(1)(ii) in prior taxable years, 
the tax-exempt entity shall recognize 
an amount of gain or loss that bears 
the same ratio to the asset’s built-in 
gain or loss as the percentage point de-
crease in use in the section 511(a) activ-
ity for the taxable year bears to 100 
percent; 

(iii) If property on which all or a por-
tion of the gain or loss is not recog-
nized by reason of the first sentence of 
paragraph (b)(1) of this section is dis-
posed of in a transaction that qualifies 
for nonrecognition treatment under 
section 1031 or section 1033, the tax-ex-

empt entity must treat the replace-
ment property as remaining subject to 
paragraph (b)(1) of this section to the 
extent that the exchanged or involun-
tarily converted property was so sub-
ject; 

(iv) The tax-exempt entity must use 
the same reasonable method of alloca-
tion for determining the percentage 
that it uses the assets in a section 
511(a) activity as it uses for other tax 
purposes, such as determining the 
amount of depreciation deductions. 
The tax-exempt entity also must use 
this same reasonable method of alloca-
tion for each taxable year that it holds 
the assets; and 

(v) An asset’s built-in gain or loss is 
the amount that would be recognized 
under paragraph (a)(1) of this section 
except for this paragraph (b)(1); 

(2) Any transfer of assets to the ex-
tent gain or loss otherwise is recog-
nized by the taxable corporation on the 
transfer. See, for example, sections 336, 
337(b)(2), 367, and 1001; 

(3) Any transfer of assets to the ex-
tent the transaction qualifies for non-
recognition treatment under section 
1031 or section 1033; or 

(4) Any forfeiture of a taxable cor-
poration’s assets in a criminal or civil 
action to the United States, the gov-
ernment of a possession of the United 
States, a state, the District of Colum-
bia, the government of a foreign coun-
try, or a political subdivision of any of 
the foregoing; or any expropriation of a 
taxable corporation’s assets by the 
government of a foreign country. 

(c) Definitions. For purposes of this 
section: 

(1) Taxable corporation. A taxable cor-
poration is any corporation that is not 
a tax-exempt entity as defined in para-
graph (c)(2) of this section. 

(2) Tax-exempt entity. A tax-exempt en-
tity is— 

(i) Any entity that is exempt from 
tax under section 501(a) or section 529; 

(ii) A charitable remainder annuity 
trust or charitable remainder unitrust 
as defined in section 664(d); 

(iii) The United States, the govern-
ment of a possession of the United 
States, a state, the District of Colum-
bia, the government of a foreign coun-
try, or a political subdivision of any of 
the foregoing; 
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(iv) An Indian Tribal Government as 
defined in section 7701(a)(40), a subdivi-
sion of an Indian Tribal Government 
determined in accordance with section 
7871(d), or an agency or instrumen-
tality of an Indian Tribal Government 
or subdivision thereof; 

(v) An Indian Tribal Corporation or-
ganized under section 17 of the Indian 
Reorganization Act of 1934, 25 U.S.C. 
477, or section 3 of the Oklahoma Wel-
fare Act, 25 U.S.C. 503; 

(vi) An international organization as 
defined in section 7701(a)(18); 

(vii) An entity any portion of whose 
income is excluded under section 115; 
or 

(viii) An entity that would not be 
taxable under the Internal Revenue 
Code for reasons substantially similar 
to those applicable to any entity listed 
in this paragraph (c)(2) unless other-
wise explicitly made exempt from the 
application of this section by statute 
or by action of the Commissioner. 

(3) Substantially all. The term substan-
tially all has the same meaning as 
under section 368(a)(1)(C). 

(d) Loss limitation rule. For purposes 
of determining the amount of gain or 
loss recognized by a taxable corpora-
tion on the transfer of its assets to a 
tax-exempt entity under paragraph (a) 
of this section, if assets are acquired by 
the taxable corporation in a trans-
action to which section 351 applied or 
as a contribution to capital, or assets 
are distributed from the taxable cor-
poration to a shareholder or another 
member of the taxable corporation’s 
affiliated group, and in either case such 
acquisition or distribution is made as 
part of a plan a principal purpose of 
which is to recognize loss by the tax-
able corporation on the transfer of 
such assets to the tax-exempt entity, 
the losses recognized by the taxable 
corporation on such assets transferred 
to the tax-exempt entity will be dis-
allowed. For purposes of the preceding 
sentence, the principles of section 
336(d)(2) apply. 

(e) Effective date. This section is ap-
plicable to transfers of assets as de-
scribed in paragraph (a) of this section 
occurring after January 28, 1999, unless 
the transfer is pursuant to a written 
agreement which is (subject to cus-

tomary conditions) binding on or be-
fore January 28, 1999. 

[T.D. 8802, 63 FR 71594, Dec. 29, 1998] 

§ 1.337(d)–5 Old transitional rules im-
posing tax on property owned by a 
C corporation that becomes prop-
erty of a RIC or REIT 

(a) Treatment of C corporations—(1) 
Scope. This section applies to the net 
built-in gain of C corporation assets 
that become assets of a RIC or REIT 
by— 

(i) The qualification of a C corpora-
tion as a RIC or REIT; or 

(ii) The transfer of assets of a C cor-
poration to a RIC or REIT in a trans-
action in which the basis of such assets 
are determined by reference to the C 
corporation’s basis (a carryover basis). 

(2) Net built-in gain. Net built-in gain 
is the excess of aggregate gains (in-
cluding items of income) over aggre-
gate losses. 

(3) General rule. Unless an election is 
made pursuant to paragraph (b) of this 
section, the C corporation will be 
treated, for all purposes including rec-
ognition of net built-in gain, as if it 
had sold all of its assets at their re-
spective fair market values on the 
deemed liquidation date described in 
paragraph (a)(7) of this section and im-
mediately liquidated. 

(4) Loss. Paragraph (a)(3) of this sec-
tion shall not apply if its application 
would result in the recognition of net 
built-in loss. 

(5) Basis adjustment. If a corporation 
is subject to corporate-level tax under 
paragraph (a)(3) of this section, the 
bases of the assets in the hands of the 
RIC or REIT will be adjusted to reflect 
the recognized net built-in gain. This 
adjustment is made by taking the C 
corporation’s basis in each asset, and, 
as appropriate, increasing it by the 
amount of any built-in gain attrib-
utable to that asset, or decreasing it by 
the amount of any built-in loss attrib-
utable to that asset. 

(6) Exception—(i) In general. Para-
graph (a)(3) of this section does not 
apply to any C corporation that— 

(A) Immediately prior to qualifying 
to be taxed as a RIC was subject to tax 
as a C corporation for a period not ex-
ceeding one taxable year; and 
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